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EDITORIAL DEPARTMENT NOTE 


What are the areas in which the cost accountant can make the 
greatest contribution to his com Sey! in the development of financial 
—— for the postwar period? s is the question to which Henry C. 

erry addresses himself in the fitst article in this issue of the Bulle- 
tin. Mr. Pe is Secretary, Treasurer, and Member of the Board 
of Directors of the Heywood-Wakefield Co., of Gardner, Mass. An 
active participant in the activities of various accounting and manage- 
ment associations, he has served as National President of the Con- 
' trollers Institute, as Chairman of “the Accounting Committee of the 

National Association of Furniture Manufacturers, and as a director 
of the Worcester Chapter of N.A.C.A. He is at present serving 
as Vice President in charge of the Finance and Accounts Division 
of the American Management Association. Mr. Perry has been a 
frequent speaker on budgets, costs, credits, finance, and management 


control at meetings of .N.A.C.A., the Controllers Institute, the 


American Management Association, and the National Association of 
Credit Men, and has contributed numerous articles to the journals of 
these associations. 

Because of their concentration on the Sunting | aspects of re- 
negotiation, accountants may often overlook some of the more in- 
tangible but nonetheless important considerations involved in the 
negotiation of a renegotiation settlement. In the second article in 
this issue of the Bulletin, Frank A. Nemec calls attention to these 
considerations and discusses ways in which the accountant can pro- 
vide data on these intangibles as a means of improving the presenta- 
tion of his company’s case in renegotiation proceedings. Mr. Nemec 
is a Certified Public Accountant of New York. For eight years prior 
to February, 1944, he was ged in public accounting with the 
firm of Price, Waterhouse & ., and during this period served on 
the firm’s Committee on War Ag Renegotiation and Termina- 
tion. For the pes year he has been connected with the Perkin- 
Elmer Corp., of Glenbrook, Conn., as Vice President in charge of 
Financial Affairs and Production Control. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the views ex- 
pressed, but is oe to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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THE COST ACCOUNTANT’S CONTRIBUTION 
TO FINANCIAL MANAGEMENT 


By Henry C. Perry, Treasurer, 
Heywood-Wakefield Co., Gardner, Mass. 


— subject can best be approached by reviewing some of the 

future problems of finance and accounting. All of these prob- 
lems, directly or indirectly, affect the work of cost accountants, 
since corporate income reports and balance sheets revolve around 
the costs of production, the costs of doing business, and the results 
which flow from the efforts of management once these costs have 
been met. By reason of training, experience, and ability, cost ac- 
countants are best able to bring these costs into line with manage- 
ment’s needs. 


Excess Profits Taxes 

One of the most vexing problems as it affects company working 
capital position is represented by the carry-back provisions of the 
present Revenue Act. Many people in high places talk about the 
excess profits tax as a distribution of profits but we, as cost-minded 
men, ought to look these taxes squarely in the face and regard 
them as a cost of doing business. We all know that the average 
formula does not provide for this tax as an element of cost ; how- 
ever, financial management must regard this tax as a part of oper- 
ating cost, and over a period provide for it if the company is to 
come out whole in meeting its obligations to the owners of the 
business. Certainly, there is no profit to distribute or to lay aside 
for future needs until after the cost of all taxation has been ab- 
sorbed, so why not superimpose this item upon the other operating 
costs. i 

In the tax law now operative we find something that may well 
represent an important influence upon company working capital 
position and its profit account all summed up in the carry-back 
and carry-forward features of the Act. But it is because these pro- 
visions of the Revenue Act have had little practical effect as yet in 
actual operation that their influence upon the future costs of doing 
business and the resulting profit is not generally recognized. Too 
few people, in fact, appreciate the significance of this carry-back 
formula. It is vital that cost accountants understand the manner 
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in which these provisions are likely to affect the ability of manage- 
ment to take marginal business during the years. of transition. In 
the days ahead when low volume and controlled prices may be 
factors in the operation of a company, dividends flowing from these 
tax adjustments may well represent a competitive wedge and the 
wherewithal to keep the business afloat. These dividends, as such, 
on the investment of high tax years may, in fact, determine a cont- 
pany’s ability to carry certain elements of overhead until the vol- 
ume of business is back to normal levels again. In any event, it is 
certain that there will be a delicate balance between the amount of 
fixed overhead that prices can absorb in such a period and the in- 
come cushion available from these carry-backs and postwar re- 
funds. These credits are not a bounty from the government. They 
represent only a correction of the overpayment of taxes and the 


inability of management to show adequate profit and surplus re- 


tention during a period of war. 

On the other hand, we cannot afford to ignore the weaknesses in 
prevailing tax regulations; first, because they may be repealed at 
any time, and second, because these credits may not be made 
available when the need is most acute, i.e., in those periods ahead 
when a business may be struggling with a substantial amount of 
unabsorbed burden. As cost accountants, we probably would have 
been better satisfied if these provisions of the Act were made cur- 
rently tangible by allowing the establishment of rehabilitation re- 
serves free of tax. We would then know what was available in the 
budget to meet the costs of reconversion and know also the effect 
of these costs upon the price structure to be created in the days 
that lie ahead. Certainly some group other than the stockholders 
must pay the cost of returning our plants to peacetime operation. 
Most of the funds required to finance postwar expenditures must 
be accumulated from war profits. These costs are a valid claim 
upon the income of future years, and if the carry-back phases of 
the Revenue Act are not available upon repeal of the excess profits 
tax, then we may have nothing to cushion the shock of a large bill 
for reconversion. We have been told by the Treasury Department 
that the Government, having been interested in industry’s profits 
during the war, by the same reasoning will be deeply concerned 
with industry’s losses in the years of transition. If that is so, we 
have a right to expect a continuation of the carry-back phases of 
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the Act, or some other measure that is equally compensating to 
industry in its return to normal business. 

Statements made by the Treasury on this subject are predicated 
on the assumption, of course, that the Government will have 
enough money to make necessary refunds notwithstanding a seri- 
ous decline in corporate business. They are based on the assump- 
tion also that there will be no abuses of the regulation by taxpay- 
ers who may see in this feature an opportunity to create a windfall. 
Certainly if industry attempts to take improper advantage of these 
carry-back provisions through inflated postwar costs or losses, 
Congress may be forced to do an about-face and satisfy political 
pressure by cancellation of the privilege. We have assurances from 
the Treasury that it is unlikely that postwar deficits will approach 
the losses of our worst depression year, and hence that adequate 
funds will be available to meet carry-back claims. Notwithstanding 
these assurances, however, there is nothing tangible on which to 
base our future plans excepting a stipulation that these carry- 
backs are to be regarded as something to take the place of funded 
and tax-free reconversjon reserves which management has been 
seeking for a.long period to meet rehabilitation costs. Many influ- 
ential groups concerned with the revision of corporate tax meas- 
ures have recommended to Congress that the excess profits tax be 
allowed to expire without disturbance of the right to use carry- 
back credits and losses, and that the carry-forward principle as to 
corporate losses be continued in the postwar period. Our only pro- 
tection at the present time must, therefore, revolve around the pos- 
sible effect of these tax provisions on our postwar business ; hence 
cost accountants should be acquainted with the facts in approaching 
the problems of transition, and the development of costs which 
management will expect them to produce for normal operations. 


Reconversion Reserves 


Financial management is vitally interested in reconversion re- 
serves, the manner in which they are being funded, and the man- 
ner in which they will be used during the period of reconversion. 
Most industrial companies have earmarked contingency accounts 
for plant rehabilitation and improvement, inventory losses, de- 
ferred maintenance, and the like. Some of these accounts are noth- 
ing more than bookkeeping entries, while others are associated with 


617 












N.A.C.A. Bulletin February 15, 1945 





a sound and serious attempt to provide cash for these contingencies 
when they arise after the war. The employment of these reserves 
will pose to the cost accountant many problems and call upon his 
ingenuity in establishing a division between such items as rep- 
resent a real charge to a reserve and those which constitute a debit 
to current operations. This division will influence the basis for 
comparisons of earnings in the years ahead and may, in effect, 
measure the availability of carry-back and carry-forward credits 
in the Revenue Act to which we have just referred. We are wit- 
nessing a sharp increase in the working capital funds of industry, 
but a substantial part of this increase is owed to plant, inventory, 
and maintenance accounts, and substantial withdrawals will be 
made from these funds for future reconversion and reconstruction. 
The projection which we make of these demands may well serve 
the useful purpose of preserving intact the actual cash or its equiv- 
alent in short-term investments, thus providing a cushion for 
future needs rather than for available surplus. Too many invest- 
ment-minded people regard these reserves as earmarked surplus 
and a part of the per share earnings on capital. That, to my mind, 
is a foolish concept and equivalent to the speculative device of deal- 
ing in futures. Certainly we have no right to divide these reserves 
with stockholders, even on paper, until the tangible purposes for 
which they were created have been met. 


Termination of War Contracts 


The next problem for those engaged in war production concerns 
the termination of war contracts and its effect upon the obligations 
of financial management. Business generally is satisfied that the 
Contract Settlement Act is a good act. It was carefully considered 
by accounting-minded men, and the war agencies, ably assisted by 
the Director’s office, are applying it with wisdom and efficiency. 
Cost accountants of necessity will play a vital part in the clearance 
of termination claims. They are called upon to organize those pro- 
cedures which are necessary to handle cut-backs and cancellations, 
and to consider the relationships between the Government, prime 
contractors, and the various tiers of subcontractors, i.e., all those 
who have a place in this termination job. The allocation of costs 
to these contracts and our records of post-termination expenses are 
vitally important in giving management a proper return for the 
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investment it has made in war production. Financial management, 
however, cannot go before the fiscal agencies with hat in hand and 
the philosophy of a panhandler. It must have all of the facts, and 
the cost accountants are in the best position to supply them. We 
should have adequate organization to handle these claims in our 
purchasing, engineering, production, and accounting departments. 
We must develop adequate understanding with our subcontractors 
as to the methods of stopping work and the methods of filing 
claims that will meet our requirements as prime contractors and 
those of the Government agencies. It might be well to explore the 
possibilities of pretermination settlement agreements, a recent im- 
provement in government procedure which will serve to speed up 
the presentation and settlement of claims and thus clear the decks 
for a prompt return to normal operations. Personal contact with 
the procurement services and between prime and subcontractors is 
of extreme importance in meeting these objectives. In addition, 
careful study and translation into actual practice as applied to our 
own business of the new Joint Termination Regulation are neces- 
sary in order to get our money back. And during the transition 
‘eriod financial management, knowing the demands to be made 
1pon working capital, will want its money back in a hurry. We 
hnow that the contracting officers with whom we associate are men 
of integrity and intelligence. These men want to arrive at quick 
decisions but are restricted, nevertheless, by procedures that we all 
must explore and understand. It is our job to decide whether to 
work with this government group by the slide-rule process, the 
“smart-aleck” way of thinking, the flim-flam principle, or by the 
use of sound commercial negotiations. There is only one choice, 
and we must be sure to make the right one. 


Postwar Competition 


Let us assume now that our war business is completed or will be 
in the near future. We are back in the commercial field again. 
Let us move into that area which forces us to think about the pre- 
war concept of things so far as our accounting requirements are 
concerned ; but in referring to the “prewar concept of things” we 
don’t mean a return to the so-called “good old days.” It is silly to 
go back to anything; progress requires adjustment to whatever 
lies ahead, and if progress in cost accounting is to be achieved, if 
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in fact we have learned anything during the war period, we cannot 
look upon our past methods as a standard of perfection from which 
no improvement can or need be made. Fundamentals may be the 
same, but applications must follow the needs of the times. We will 
assume that this honeymoon of sharing our cost structure with the 
Government is over, that we no longer have a customer who must 
necessarily pay any price in order to sustain deliveries for war ; no 
longer do we have the Goverment using what sometimes must be 
regarded as an inexhaustible source of taxpayer money to pay at 
varying prices in order to maintain the full supply of wartime 
needs. We are in the field of competition again. John Jones re- 
fuses to buy from us because Bill Smith has a better article at a 
lower price. We must also face the fact that our output may be 
in competition with surplus war goods which may be a glut on 
the market. There is no assurance as yet that this will not be the 
case, or that price pressure from this source, or the use of govern- 
ment-owned plants will not be a threat for a considerable period 
following the war. 

Here again is our market in which supply and demand influence 
prices, and prices in turn regulate production. In the light of these 
coming events why not ask ourselves whether we have drifted 
away from effective cost accounting principles during a period 
when pressure of demand takes the place of economy in operation. 
If we find ourselves unable to meet intensified price competition, 
will that be the result of those wartime cost accounting practices 
developed to keep pace with an inflated war economy ? 


Costs and Prices 


We have been given to understand that price control will con- 
tinue well through the- transition period, i.e., until supply begins 
to catch up with demand. With OPA ceilings effective, are we 
giving sufficient attenion to the cost-price ratios which prevail in 
our civilian lines? Despite the flexibility promised in OPA prac- 
tice, such price relief as has already been given to certain industries 
is based upon a very rigid formula with little, if any, profit allowed 
above full cost. The Government is pursuing a policy of close pric- 
ing. Industry profits must come from an expanding volume of 
business. This is clearly implied in a message from Chester 
Bowles to members of the OPA Advisory Committee: 
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We will expect absorption of cost increases on less profit- 
able items as well as on more profitable items by industries 
which manufacture several lines and whose total profits are 
satisfactory. 


Industry’s side of this picture was recently expressed by Mr. 
Wilson, President of the General Electric Company and former 
WPB member, in announcing his company’s postwar policy that 
prewar prices will prevail and profits will come from big volume 
and distribution. In consequence manufacturers must get relief by 
cutting costs at every corner. Cost accountants engaged in both war 
and civilian production must re-examine the gross margin of profit 
on civilian items and compare it with the margin which prevailed 
before the war. Are we caught between the upper millstone of price 
control and the nether millstone of a cost inflated by war condi- 
tions? Have we considered if our civilian goods will absorb pre- 
vailing labor costs and still find a demand in the market place? 
Have we measured the effect of war production upon our factory 
and administrative burden accounts, and what will result if and 
when the productive labor base takes a nose dive? Already cut- 
backs and termination of war contracts are resulting in a sharp 
rise in the ratios of factory overhead and administrative costs. The 
wage levels with which we enter the transition period, whether we 
like it or not, will be one of the chief determinants of how much 
employment there will be, notwithstanding all the ballyhoo that is 
being released by union organizations. We do know, at any rate, 
that costs will go up since labor will be accustomed to the high 
wages negotiated when Uncle Sam was functioning behind the 
pay window. 

It may well be that we are too preoccupied with current termina- 
tion and other problems to pay sufficient attenion to the cost ac- 
counting aspects of our future business. It may be also that future 
conditions will not force us down to realism and exact cost account- 
‘ing as a foundation for business solvency. However, notwithstand- 
ing a sense of optimism, we do know that decisions lie ahead which 
will seriously affect total overhead expense and total unit cost. An 
entirely new set of cost concepts and a schedule of expenses under 
rigid budgetary control must be the answer to this problem. 


We all know that there has been a tendency during the war to 
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drift away from fundamental cost procedures, and that there has 
been much loose thinking about the significance of overhead items 
in this period of high taxes. Since it encourages waste and extrava- 
gance, the excess profits tax is after all an enemy of progress. 
Many wage-incentive principles have been abandoned under the 
pressure of a war delivery program, with the result that wage pay- 
ments bear no relation to the quantity and quality of work pro- 
duced. Variations from standard, overtime payments and excesses 
of all sorts are glibly thrown into overhead or safety factor ac- 
counts on the principle that there is plenty of spread available 
against war confract production. During the period of rapid war 
effort, cost procedures have deteriorated to a mere historical record 
of out-of-pocket cost, much on the primitive bookkeeping principle 
of using two spindles, one for paid bills and the other for unpaid 
bills. We have only been concerned with the recovery of actual 
costs without disclosure as to whether or not they were reasonable 
in relation to standard and economical manufacturing practice. 

In many cases the type of supervisors and cost workers who 
have been handling these details of expenditures are without 
proper training and experience in applying the fundamental prin- 
ciples of cost accounting as tools for management. Cost conscious- 
ness has disappeared with the emphasis laid on war production. We 
know that when the “pay-off” comes and the Government is 
through as a participant in our cost of doing business, industry will 
again be obliged to adopt methods of planning and effective cost 
control. We shall be forced to predetermine our production costs 
and provide for all elements including waste, spoilage, idle time, 
and overtime, and the resulting computation will be delivered to 
our sales department as a background for competitive pricing, 
something almost completely lacking in war production. 

Manufacturers will find it difficult to estimate these costs be- 
cause of fictitious conditions experienced during the war, new 
manufacturing and distribution expense ratios that come from 
serving the general public rather than one buyer, a probable re- 
verse of the upgrading principle, the effects of technological 
progress, and many other situations that arise in the switch-back 
from a war economy to peacetime requirements. New products will 
be considered in the light of their costs and market vaiue. Old 
products will have new costs based on revised methods, increased 
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labor payments, and new materials. These fufdamental cost con- 
cepts are indispensable to a successful pricing policy which will 
sell goods, create production, and make jobs for the many hands 
available following the war. We need at this time to be shaken out 
of that complacency and lethargy which arise from the absence of 
competitive practice; we need to know if our cost accounting 
methods are due for a complete overhauling and if standards, ca- 
pacities, and ratios must be adjusted to a new set of conditions ; we 
need again to commune with predetermined standards fitted to a 
suitable market price, and then drum into the ears of management, 
factory, selling, and general, and in language they all understand, 
the reason for failure to meet these standards, the causes for in- 
roads on predetermined profit which is the product of all budgetary 
effort. The prospects are that our opportunities to assist manage- 
ment in the problems of pricing, manufacturing, and marketing 
will compare with those in the critical times of conversion to war 
production, but there will not be a bountiful government as our 
chief customer with million-dollar orders, a gold-lined cash drawer, 
and insurance against bad debts. Are we alive to these problems, 
and are we ready for a return to that kind of cost management and 
the use of those controls which deliver all facts on the barrel head? 
This is controllership in its fullest value and most effective form., 


Planning Postwar Products 


We all know that much that has been said, printed, and done 
about postwar planning for industry is composed of showmanship 
and horsefeathers. As a consequence the buying public has a right | 
to question whether our sights are fitted to a dream world or a 
practical world. Planning in business is a normal and continuing 
function, and that which may be necessary for the period of transi- 
tion from war to peace amounts very largely to a careful appraisal 
and conditioning of men, methods, and management. Industry 
cannot solve any of its problems by wishful thinking, by pressing 
a button, or by shooting holes-in a punch board. We must recog- 
nize, nevertheless, that because the production of goods for civilian 
use in many lines was temporarily halted, and because industry has 
learned to use new materials and techniques of production as the 
result of war experience, this postwar planning job is a more 
urgent one and calls for accelerated effort on the part of each seg- 
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ment of management. There are, we know, many “ifs” and “buts” 
about this job, depending among other things on government 
policy, especially with respect to wage regulation, price control, 
and taxation. The role of Government in the regulation of our 
future economy is amply evident from a review of the winning 
plans submitted in the Pabst Postwar Employment Awards; the 
latter bear witness to the extent to which these suggestions are an 
influence upon current political and business thinking. 

With a better idea of governmental policy at hand, however, these 
problems of the future will be solved. by the driving power of 
each company and its organization, and there is no phase of that 
planning in which cost accounting does not have a place. So far 
as the production part of the job is concerned, research, design, 
and technology will be used to build goods of quality at reason- 
able cost, and the cost accountant will be called upon to put that 
cost together. The selling job will be done by necessary product 
research, market research, and advertising, and again the cost men 
will be called upon to supply those standards of distribution cost 
that have a part in successful pricing policy. In the financial 
department the cost of capital, taxation, and other administrative 
expenses must be considered in the development of full cost. And, 
lest we forget, these computations will be made under an umbrella 
of OPA pricing regulations, probably flexible enough, but also 
tight enough, to encourage high and sustained purchasing power 
and a narrow margin of profit. 

If our system of private enterprise is to endure, we must build 
prices that insure maximum employment and distribution of 
profits to industry and revenue to the Government, In the crea- 
tion of those prices we have a job, and a significant one, as cost 
analysts. Many starry-eyed planners think that a “G. I.” upon 
his return to civilian life will be interested in a trip to Mars by 
the use of a rocket ship. More likely he is coming back ready 
to buy housing, home appliances, an old jallopy and things that 
enable him to build that way of life which he left and for which 
he is now fighting. Bright new things will come, to be sure, but 
it is a question of time. The world of tomorrow will not arrive 
wrapped up in a neat package. We, who represent industry, must 
do some planning, but most of all we must keep our feet on the 
ground. If we know our costs, those costs which we are trained 
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to develop, and use them effectively in pricing for the market 
place, then private industry will hold its own without calling upon 
Government to assume the responsibility of keeping people alive 
on the public pay roll. 


Industrial Relations 


The contacts that we make from day to day in the shop and 
in the office require that we have an interest in problems of indus- 
trial and human relations. We know some of the things which 
labor is saying about management. It changes politics in factory 
operations ; it lacks confidence in management ; it assumes that for 


‘every dollar paid out in wages the company is earning $2.00 or 


$3.00. Labor relies upon the unions and the Government to 
protect it in this so-called “battle with capital.” It believes that 
the foremen are little czars and that all the in-between fellows in- ~ 
cluding the cost accountants are a bunch of salaried racketeers. It 
believes that management shares in the Victory Tax and Income 
Tax (witness the claim of C.I.O. for a share in postwar refunds) ; 
that jobs are more secure if government subsidizes the effort; 
and that the big boss is entirely out of touch with his workers. 
Recent polls show that a growing number of our working people 
are sympathetic to the idea of government ownership. They 
believe all of these things because they have. never been told other- 
wise ; they believe them because a paternalistic government and the 
union organizers have done a good selling job while management 
has done a poor selling job. Even office workers are beginning 
to acquire the disease. That is perfectly apparent when we read 
about the prospect of union Organization in our large business 
offices, and if it comes in that quarter, then its influence will be 
felt throughout the administrative structure. These impressions 
can only be corrected by a process of education. These prejudices 
can be broken down by developing mutual understanding with the 
rank and file, and here too it is the cost accountants with their 
intimate knowledge of the costs of doing business who are in a 
position to help management with this job. 

When we come to the problem of postwar planning with respect 
to labor relations we shall be deaiing with the same basic forces 
as before. It is infantile to expect that war and victory will have 
cured the world’s troubles. The war in itself will have solved no 
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basic problem. The most important of those basic forces with 
which we shall have to deal concerns the people with whom we 
work. Scientific management as practiced today in factory and 
office must bow to the obvious need of a sound employee rela- 
tions program. We must lift the emphasis from mass produc- 
tion and net profit and place it on the human equation. It is 
our obligation to learn how to cope with the emotional struc- 
ture that we find in every working group. Human relationships 
between employer and employee are no longer on the basis of 
having the boss call all hands by their first names, knowing their 


family histories, appearing at funerals, and kissing all the new, 


babies. Big business has placed insurmountable obstacles in the 
way of this intimate contact, and the boss in many respects has 
become a corporation without a soul. The result is that substan- 
tial numbers of working people have lost faith in our system of 
private enterprise. In consequence there has been a changed 
worker attitude underlying the demands for labor organization, 
social security, the guaranteed wage, and many other panaceas. 
This attitude has spread from the factory worker to the office 
worker. Office discipline has bogged down badly. Individual 
efficiency has slumped, and something will need to be done to 
correct this condition and introduce a spirit of cooperation and 
pride of employment. 

What we seek is a factory and office organization which is 
loyal, harmonious, and hard-working. We want it well-balanced 
with young talent coming along ready for responsibility in key 
positions, and we want constantly to improve upon the past and 
to project those improvements into the future. Whether we have 
the spirit of free enterprise, the spirit of the New Deal, or the 
spirit of adventure, it is essential in seeking these results to get 
closer to the problems of our people. And because cost account- 
ants are constantly in touch with the reactions of the factory and 
office staffs, they can aid in removing those barriers of class con- 
sciousness which in too many cases have flouted the ambi- 
tions and the objectives of the people upon whom we must depend 
for group effort and accomplishment. This kind of planning for 
human relations goes hand in hand with planning for efficient 
manufacture and distribution, and more profit can probably be 
wrung out of a properly established employer-employee relations 
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policy than from the purchase of materials. and new equipment, 
and the use of many modern selling techniques. Where manage- 
ment has tried to regulate and dominate people and to handle them 
as dollars and as machines, the results have been uniformly 
unsuccessful. Where, however, management has exercised a 
planned and constructive attitude in its employee relations poli- 
cies, a considerable amount of progress has often been made. In 
human terms management and labor meet as equals. We must 
be realistic in this respect ; if not, it is inevitable that the task will 
fall upon the Government. 


Conclusions a 

The above are some of the topics of importance to management ; 
they constitute a challenge to those concerned with the account- 
ing and financial aspects of business. We should not lose faith 
in private enterprise or the ability of men to do things that make 
for improvement and prosperity without government directive. 
Our system of enterprise will survive if the people want it, and 
they will want it only if it satisfies them. Sweeping changes, both 
national and international, are in prospect. To those in manage- 
ment who are fit these changes will present many opportunities, 
but to those who are unfit many new hazards will be presented. 
Underlying the efforts of management there must be an intelli- 
gently conceived cost structure, and it is this factor which will 
provide cost accountants with an opportunity to take a place in 
the fortunes of enterprise. We have a responsibility to ourselves, 
our employees, our stockholders, and to the Government to speak 
frankly and openly about all of these problems, Leadership must 
not be left to articulate politicians, elected government officials, 
editorial writers, radio commentators, and pressure groups. We 
all have a responsibility to find the answers to these problems, and 
they will not be located on the council table of industry or in the 
archives of government. They can be drawn out only in frank 
discussion and in an exchange of viewpoints and experiences. 
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INTANGIBLE FACTORS AFFECTING 
RENEGOTIATION 


By Frank A. Nemec, Vice President, 
Perkin-Elmer Corp., Glenbrook, Conn. 


peregrine and conversion problems loom large in 

everyone’s mind, and since practically all companies will be 
involved in at least one and probably two more renegotiation pro- 
ceedings, a consideration of the development and current status 
of renegotiation may be of interest to accountants and to business- 
men in general. After about two years’ experience with rene- 
gotiation, the American public owes an enduring vote of thanks 
to the members and other personnel of the various price adjust- 
ment boards. Their sincere and, on the whole, able efforts in 
undertaking a difficult and thankless job should strengthen our 
belief in America’s ability to govern itself in a democratic way. 


History and Background of Renegotiation 

Although the processes of renegotiation are new, attempts to 
regulate profits in time of war are not. From the days of our 
struggle for independence, legislators of this country have been 
confronted with the problem of limiting profits in wartime. Dur- 
ing the Spanish-American War, the first law limiting war 
profits provided for price ceilings on armor plate. In the first 
World War, Congress rather ineffectively attempted to limit ex- 
cessive war profits through excess profits taxes and the device 
of “cost plus” contracts. War profits, however, became a public 
scandal, and various public proposals in the postwar years were 
directed against enrichment of any individual or organization 
through war production. Widespread publicity campaigns were 
instituted by various peace organizations against the so-called 
“Merchants of Death.” 

Until our entry into the present war the only laws actually 
passed by Congress limiting profits on contracts for the National 
Defense were the Vinson-Trammel Act of 1934 and the Mer- 
chant Marine Act of 1936, as amended. Following our entrance 
into this, the second World War, the problem of limitation of 
war profits emerged from the status of a theoretical into a very 
practical problem. The difficulties of the procurement agencies 
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of the various services in the early days of the war have been well 
appreciated by the public at large. Production was a prime 
consideration, price no object. In many cases, excessive profits 
were realized by certain war producers. Early in 1942 the Second 
War Powers Act extended authority to the Executive branch 
of Government to limit war profits, and the President by means 
of Executive Order 9127 initiated renegotiation proceedings in 
substantially the present form. Under this authority the War and 
Navy Departments and the Maritime Commission directed the 
establishment of price adjustment boards which were to assist the 
heads of these organizations in securing adjustments of prices or 
refunds to the Government wherever prices or profits were deemed 
excessive. 

Thereafter, the problem of profit limitation was considered 
at greater length by a number of Congressional committees. The 
authority extended under. the Second War Powers Act was 
broadened by Section 403 of the 6th Supplemental National 
Defense Appropriation Act of 1942. Later amendments broadened 
the base of the statutes and extended the provision of the acts to 
cover contracts with government corporations organized for par- 
ticular purposes, These include the Defense Plant Corporation, 
Metals Reserve Company, Defense saith Corporation, ‘and 
Rubber Reserve Company. 


Renegotiation Under Revenue Act of 1943 

In February, 1944, after lengthy consideration Congress modi- 
fied existing renegotiation laws and incorporated renegotiation 
legislation in the Revenue Act of 1943. This latest version of the 
renegotiation statute differs from its predecessor acts in the fol- 
lowing material respects: 

1. Under prior laws renegotiation powers were vested in the 
secretaries of the particular departments concerned, while 
under the present law renegotiation power is lodged in 
an interdepartmental board titled the War Contracts Price 
Adjustment Board; as a matter of practice, renegotiation 
proceedings continue to be exercised under direction of 
the various departments and agencies, the War Contracts 
Price Adjustment Board acting principally as a policy 
making and coordinating agency. 
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2. Under early laws war contractors had no appeal from. 


unilateral determinations, while the 1943 ‘Law provides 
for the right of appeal to the Tax Court of the United 
States. 


. A repricing provision was also included in the new law. 


Specific repricing of contracts will probably work to the 
disadvantage of contractors as compared with over-all 
renegotiation. Under over-all renegotiation procedures a 
contractor could offset losses on one contract against 
profits of another, and new work could be undertaken at 
reasonable prices, secure in the knowledge that possible 
losses could be offset against profits realized from other 
contracts. 

This new provision and a growing stricture in the per- 

centage of profit allowed in repricing will probably injure 
the war production effort as soon as production restrictions 
are removed and producers have recourse to commercial 
markets. Procurement agencies may, however, exempt 
given contracts from renegotiation, providing the contrac- 
tor’s cost system is adequate and manufacturing experi- 
ence has been obtained with regard to a specific product. 
Contractors are subject to renegotiation only if sales to 
specified government departments, under prime or subcon- 
tracts, including sales exempt under Subsection I of the 
1943 Act, exceed $500,000. 
Renegotiation is to be terminated at December 31, 1944, 
or within six months thereafter upon proclamation by the 
President, ending of hostilities, or concurrent resolutions 
of both branches of Congress. The President has recently 
extended renegotiation to June 30, 1945. Further, it is 
possible that the services will recommend to the President 
and Congress that renegotiation should be extended be- 
yond that date. 


Under present regulations profits allocable to the period follow- 
ing the expiration date of the present Act may not be renego- 
tiated. 
tion date are subject to renegotiation. The effect of this will be 
that all companies having fiscal year closings after June 30, 1944, 


Only those allocable to the period preceding the expira- 
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will be renegotiated not only for a complete fiscal year but for 
some portion extending to June 30, 1945. 

Most accountants and businessmen are generally familiar with 
the definition of contracts and subcontracts under the Renego- 
tiation Act, methods of segregating profits between renegotiable 
and nonrenegotiable business, allowable costs, specific exemptions 
from renegotiation, methods of settlement, and other technical 
considerations. Additional information in this respect may be 
obtained from “Renegotiation Regulations for Fiscal Years end- 
ing after June 30, 1943” which is offered for sale by the Superin- 
tendent of Documents for the price of $2.00, including twelve 
monthly supplements. These. renegotiation regulations provide 
an excellent handbook. Accountants should become thoroughly 
familiar with them prior to preparing data for submission to price 
adjustment boards. 


Method of Presentation 


Prior to March, 1944, while acting as a member of the com- 
mittee on renegotiation and termination of war contracts for a 
well-known firm of public accountants, and subsequent to that 
date, I have had opportunity to become familiar with the rene- 
gotiation problems of manufacturers in many industries. After 
reviewing data submitted to price adjustment boards by about 
twenty manufacturers, it was my feeling that in certain cases 
insufficient and incomplete information had been presented to the 
boards. 

In order to make an intelligent presentation to any price 
adjustment board, remember that most boards are composed of 
businessmen, not accountants. As accountants we are very much 
inclined to clutter up renegotiation briefs with unnecessary sched- 
ules and financial statements, completely ignoring the type of 
factors which the board must weigh most carefully in determin- 
ing the relative performance of war contractors. It has been my 
experience that an intelligent and carefully documented presentation 
of these more or less intangible factors weighs very heavily in a 
board’s final decision. It must be remembered that price adjust- 
ment boards are overworked and cannot devote extensive periods 
of time to delving into every phase of a contractor’s operations. 
Submitted data should be complete but not ponderous, and exhaus- ° 


631 
















N. A.C. A. Bulletin February 15, 1945 














tive but not repetitious. Make your points once, but make certain 
they are complete, concise, and lucid. Although oral testimony 
is helpful, every major argument should be made part of the 
written record. 


Major Factors to Consider 
Article four of the present renegotiation law defines excessive 


profits as the portion of war profits which is determined to be 
excessive after considering the following factors: 
Efficiency and productive performance. 

2. Reasonableness of costs and profits with particular regard 
to— 
a. Volume. 
b. Normal prewar earnings. 
c. Comparison of war and peacetime products. 
Amount and source of capital. 
Extent of risk assumed, including price risk. 
Contributions to the war effort. 
The character of the business including complexity of 


manufacturing techniques, character of subcontracting, 
and the like. 


Aw hf & 


The foregoing factors should be the subject of serious con- 
sideration before data are submitted to a price adjustment board. 
Renegotiation should never be viewed as a matter of casually 
submitting data to price adjustment boards and awaiting their 
decision. While members of price adjustment boards sincerely 
attempt to make decisions which are reasonable under the cir- 
cumstances, an uncooperative attitude on the part of the producer 
can only result in the submission of insufficient information. 
With due respect to the information available to members of 
price adjustment boards, a complete presentation of relevant 
facts must necessarily be supplied by the manufacturer. 

In many cases it may be desirable even at this late date for 
manufacturers to establish renegotiation sections to study opera- 
tions throughout the year in order to accumulate the data neces- 
sary to implement the foregoing points. In certain instances a 
“check list,” circulated among responsible officials in order to 
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2. 
3- 
4. 








obtain necessary information, may be useful. Some of the fac- 
tors to be considered in such a “check list” cover the following : 


Efficiency of performance. 
Reasonableness of costs and profits. 
Risk assumed and nature of operations. 
Contribution to the war effort. 


Efficiency of Performance 
The following are examples of questions bearing on this factor: 


I. 


Did we produce any unusual products during the past 
year? 

Did the armed services make any unusual demands from 
the point of view of quality of production or time of 
deliveries ? 

Have we done an efficient conversion,job? 

What methods of production control have we installed 
to insure efficient utilization of critical materials, man- 
power, and facilities? 

Are any data available to substantiate reductions in cost? 
Can we specifically support this by case studies? Do our 
standards provide a favorable efficiency variance which 
may be used in this connection? 

Have we devised new production techniques or new prod- 
ucts? 

Have existing facilities been adapted to undertake new 
work, saving investment of government funds? 

Are our costs lower than those of other producers because 
of utilization of fully depreciated machinery and equip- 
ment, or machinery which was built by us and included 
in capital assets at manufactured costs? 


Reasonableness of Costs and Profit 


In general, price adjustment boards use net income for the 
period from 1936 to 1939 as a measure of operating profits, 
ordinarily allowing a “normal” rate of profit on a “normal” sales 
volume, plus a reduced rate of profit on sales attributable to war 
business. In this connection it is well to analyze past operat- 
ing results, as the period from 1936 to 1939 may be an inade- 
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quate standard of “normal” earnings. Some of the factors which 

may be considered are: 

1. By reviewing the entire earnings record of the organiza- 
tion, are there any other four-year spans which may 
indicate a more favorable basis of normal earning power 
than the excess profits tax base year? 

Has an application for relief been filed under Section 

722 of the Internal Revenue Code? If so, is the amount 

of normal net income claimed substantially higher than 

the 1936 to 1939 average? 

3. Is the organization a member of an industry which is 
subject to sporadic and cyclical periods of earnings? 

4. Has adequate consideration been given to adjusting nor- 
mal earnings for natural growth since 1939? 

5. Is the comtractor a member of an industry that has a 
characteristically high rate of profit? If so, is the rate 
of profit realized on current war contracts substantially 
below the rate of profit realized on normal peacetime 
business ? 


ts 


Risk Assumed and Nature of Operations 

The operating risks a contractor assumes in war production 
is an important consideration in renegotiation proceedings. As in 
many other things, risk is purely relative. The size of the com- 
pany and the nature of manufacturing processes should be care- 
fully studied, A sizeable contract for a new product may require 
the undertaking of grave risks for a small company even though 
a high rate of profit may be realized in its performance. There- 
fore contracts should be studied on the following basis: 


1. Were any major contracts undertaken during the rene- 
gotiable year, and if so, did the contractor assume un- 
usual risks with their performance? Any such assumed 
risks should be stressed strongly and specifically in the 
report to the board. 


2. Does a review of current operations, particularly after — 


termination of the Renegotiation Act, indicate the pos- 
sibility of allocating potential or actual losses against rene- 
gotiable business ? 
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4. 





‘Have operations been overextended to the extent that the 


working capital position of the contractor may be injured? 
Will operations in the reconversion period necessarily be 
inefficient because of the difficulty in making an imme- 
diate cutoff when war contracts are terminated, and are 
any of such costs properly war costs? Although, by 
directive, boards may not consider reconversion expenses 
in arriving at a decision as to the margin of profit to 
be allowed, their thinking in regard to intangibles may 
be influenced by a schedule showing in reasonable detail 
the costs expected to be incurred in converting from a 
war to a peacetime economy. 


Coniribution to the War Effort 


Price adjustment boards will ordinarily give utmost considera- 
tion to contributions which the contractor has made to the war 


effort. 
I. 


In this connection, consider the following: 


Have we made unusual inventive or developmental con- 
tributions ? 


2. Is our production of unusual complexity ? 


Have we cooperated with the Government in carrying out 
difficult production assignments? If so, what may we 
specifically use to document this point? 

Has the company’s postwar position been prejudiced as 
a result of disclosing production techniques to postwar 
competitors ? 

What was the status of the company in the industry 
before the war, and what will its relative status be after 
the war? 

Has the company’s growth during the war period been 
limited to noncommercial applications, with the result 
that commercial markets may have been curtailed? 

How much assistance has been given to other producers 
and subcontractors? Have we in effect created our own 
postwar competition ? 

Have we subcontracted complete units at a low rate of 
profit and assumed a continuing risk in performance 
guarantees ? 
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Conclusion 


Renegotiation has functioned as an excellent means of regulat- 
ing wartime profits, principally because of conscientious and ca- 
pable administration. The chief weaknesses of the existing laws 
are that renegotiation has been conducted on a yearly rather than 
a cumulative basis and that renegotiation has contributed to re- 
stricting the growth of small business. In order to eliminate these 
inequities, the Congress should amend the present revenue act 
to afford retroactive relief for past years. These retroactive 
changes would eliminate most of the injustices in the present law 
and afford business, particularly small business, an oppor- 
tunity to accumulate reserves necessary to finance reconversion to 
peacetime production. In this fashion, the Congress will enable 
American industry to create job opportunities for returning sery- 
icemen and help win the peace as well as the war, 














